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Tracking the Tax Cheat
By: Loretta A. Culham, CPA
New York Chapter A.S.W.A.

an agent for investigation, in order to deter
mine whether such transactions were con
ducted in the form of currency so as to
fraudulently evade the payment of proper taxes
due on such transactions.
Newspaper articles, investigations by State
and Federal investigatory bodies, records of
violations of other governmental regulations,
and minutes of trials in various courts, often
furnish leads to perpetrations of tax frauds.
Such leads may be picked up and followed
through by an agent or the head of a division
acting on his own initiative, or through com
munications to the Treasury Department by
the courts, investigatory groups or other gov
ernmental agencies involved.
The Audit Division or the Intelligence Unit
will frequently examine the books of check
cashing companies, either routinely or as a
part of a special drive. The information ob
tained from such records as to checks cashed
is diligently followed up to determine whether
these transactions were entered into in order
to conceal taxable income of the check-cash
ers.
General investigations of bond purchases,
cash purchases of insurance policies and cash
real estate transactions very often lead to
fraud investigations of the purchasers.
The Revenue Service occasionally engages
in industry-wide test examinations in order
to determine whether fraud has been practised.
During the second world war such tests of
doctors, dentists, butchers, used-car dealers,
dealers in waste products and the like, re
sulted in uncovering many tax frauds.

Origin of Fraud Cases

Tax fraud can be discovered in many ways.
The most common situations are:
The ordinary routine examination of returns
by a revenue agent may furnish leads as to
frauds perpetrated by the taxpayer under
examination or by other taxpayers with whom
he does business. During the course of the
agent’s review of endorsements on checks he
may discover checks cashed at the payor’s
or payee’s banks, checks deposited in savings
banks, checks cashed with check cashing
agencies, or checks turned over to others by
the payee rather than deposited by him. The
agent may uncover unrecorded sales, fictitious
purchases, padded payrolls and expenses, etc.
All or any of these circumstances may lead him
to suspect the existence of tax fraud. It is then
the practice to refer the case to the Intelligence
Unit, and a special agent is assigned to delve
into the fraud angle.
Tips for revenge or for reward furnish tens
of thousands of leads to the Treasury Depart
ment each year. These may come in the form
of anonymous or signed letters, telephone
calls or even personal visits to any of the
department’s offices. They come from dis
gruntled employees, business associates or
competitors, from jealous husbands or wives,
sweethearts, relatives, neighbors or friends, or
from dissatisfied clients, patients, or customers
All of these tips are sifted, screened and
checked within the limits of available man
power.
In many cases these tipsters are interested
in the informer’s reward. This reward may
amount to as much as 10% of the total taxes,
penalties and fines collected by the govern
ment as a result of the information furnished
by the informer.
An agent, during the course of his audit,
may uncover evidence causing him to believe
that a taxpayer other than the one whose
return is under review may have committed
a fraud. It is his duty, is such an instance, to
notify the Audit Division of the revenue dis
trict in which the suspect’s place of business or
residence is located, furnishing that division
with the information which he uncovered, so
that it may proceed, if it sees fit, to start an
investigation of that taxpayer’s returns.
Banks are required to notify the government
of unusual currency transactions of a customer.
These notifications are forwarded to the
proper revenue districts and are assigned to

Tax Fraud Examination

In the usual fraud examination the investiga
tion is two-pronged. First, a revenue agent
makes his examination in order to determine
the amount of the tax deficiency. Such an
examination is generally rather thorough, in
cluding, but not limited to, a complete audit
of cash, sales purchases, payrolls and expenses,
with further reference to substantiating rec
ords such as vouchers, shipping records, pur
chase invoices, inventory records, payroll and
time records, etc. Such an audit is far more
exhaustive, and necessarily so, than the usual
revenue agent’s examination.
Second, a special agent of the Intelligence
Unit conducts his examination with a view
to determining whether fraud existed, and if
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it did, to obtain the necessary evidence indi
cating such fraud. The special agent works
together with the revenue agent on a fraud
investigation, assigning to the revenue agent
any items which the special agent wants
audited in addition to those which the revenue
agent has audited as part of his own program.
The revenue agent also reports the progress of
his examination to the special agent from time
to time, and informs him of all items which
he has uncovered, so that the special agent
may decide what course to pursue and what
further avenues of investigation to explore.
The special agent conducts his own exam
ination, most often with third parties, going
into such matters as bank investigations for
supposedly concealed bank accounts, safe
deposit boxes, stock brokerage, insurance and
real estate transactions, independent circular
ization of customers and creditors of the tax
payer in order to uncover unrecorded sales
and fictitious purchases (in many cases such
customers or creditors are actually visited by
the special agent), following up of suspicious
looking purchase bills by direct visits to cred
itors to see whether such creditors actually
exist, interrogation of employees, business
associates, relatives and friends, and generally
any collateral line of investigation which the
special agent finds necessary to follow up in
order to ferret out the existence of fraud.
The special agent also develops net worth
statements indicating in complete detail the
taxpayer’s net worth at the beginning and
end of each of the periods under investigation.
Increases in net worth are compared with
the amounts of income reported on the tax
returns filed, giving due allowance in such
calculations for taxpayer’s living expenses,
purchase and sale of capital items, receipts of
a nonincome nature, and such other items
as will help him determine whether such net
worth increases are accounted for by reported
income or indicate the existence of unreported
income. If net worth statements are difficult
to develop, the special agent may use the
"expenditures” method of determining un
reported income. Under this method the spe
cial agent works up a record of expenditures
by the taxpayer during the period under
examination for all items of any nature, com
paring the aggregate expended with the income
reported, and assuming the excess expended
(if any) to be unreported income unless it
could be accounted for or satisfactorily ex
plained.
If the special agent feels that a tax fraud
has been committed, he recommends criminal
prosecution in a report which he prepares.
Such report is also accompanied by the revenue
agent’s report indicating the tax deficiency and
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the reasons therefor. These reports are re
viewed in the Intelligence Unit by the special
agent’s group chief, the Review Division, and
the Assistant Regional Commissioner in charge
of the Intelligence Unit. If they all concur
in the recommendation for criminal prosecu
tion, the file is sent to the Enforcement
Counsel’s Division of the Regional Counsel’s
Office. The Regional Counsel, under the
present Revenue Service organization, operates
on the same level as the Regional Commis
sioner. The Regional Counsel’s Office is a divi
sion of the Chief Counsel’s Office in Wash
ington, and is subject to supervision from
Washington only on matters of over-all national
policy and procedure. At each of these levels,
both in the Intelligence Unit and the Enforce
ment Counsel’s office, the taxpayer is given an
opportunity for a hearing, at which he may
present evidence or argument against the rec
ommendation of criminal prosecution.
If the Enforcement Counsel’s Division con
curs in the recommendation for prosecution,
the case is sent directly to the Criminal Section
of the Tax Division in the Department of
Justice in Washington for further review and
processing. In the Department of Justice the
case is assigned to a senior attorney in the
Criminal Section of the Tax Division. This
attorney examines the complete file and de
termines for himself whether criminal charges
should be brought against the taxpayer, and
whether, if such charges are brought, there
is sufficient evidence to insure a conviction.
The recommendation of the senior attorney is
then forwarded to the Chief Attorney in the
Criminal Section of the Tax Division, and from
the Chief Attorney to an Assistant to the
Assistant Attorney General in Charge of
the Tax Division. The case then goes to the
Assistant Attorney General in Charge of
the Tax Division.
Here too, in the Justice Department, the
taxpayer and his attorney are given an oppor
tunity to present any evidence which they
possess which may tend to refute the govern
ment’s charge of criminal tax fraud. It is not
uncommon at this stage of the case for a
taxpayer and his attorney to convince the
Justice Department that the case is not suffi
ciently strong to warrant prosecution, or insure
conviction, and at that particular point the
criminal phase of the case may be dropped
entirely.
However, if after all this careful review by
the Justice Department, the Assistant Attorney
General concurs that prosecution take place,
the case is sent to the United States Attorney’s
office in the district where the alleged crime
took place, for the filing of an information,
where a misdemeanor is involved, or for

the government for expense and loss of
revenue. The Commissioner can sometimes
assert the 5% negligence penalty rather than
the 50% fraud penalty. It is often his practice
to suggest the negligence penalty as an alter
native before the Tax Court, should the court
decide not to uphold his assertion of the fraud
penalty. However, it should be noted that
the fraud penalty and negligence penalty are
mutually exclusive. If the Commissioner fails
to include such negligence penalty as an
alternative before the Tax Court, it will not
be added by the Court nor may it be sub
sequently assessed.

presentation to a grand jury for indictment, if
a felony is involved. It may be possible at
this last level for further conferences to take
place between the taxpayer, his attorney, and
the Assistant United States Attorney who is
assigned to the prosecution of the case.
After the criminal charge is disposed of the
government may proceed to collect the civil
fraud penalty. Steps for the collection of
the civil fraud penalty are usually deferred
until the criminal charge has been disposed
of. The civil fraud penalty is assessed at 50%
of the entire deficiency in tax, and not, as
some people believe, at 50% of the tax
deficiency attributable only to the fraud items.
The criminal penalty and the civil penalty are
cumulative and not mutually exclusive. Neither
a conviction nor an acquittal on a criminal
charge will bar the imposition of the civil
fraud penalty.
The procedure in the collection of the 50%
fraud penalty is generally the same as in the
collection of the ordinary tax deficiency. A
thirty day letter is issued, affording the tax
payer an opportunity to file a formal protest.
After the filing of such protest a conference
is arranged with the Appellate Division. Such
conference can concern itself with any of the
items of tax deficiency claimed as well as with
the fraud penalty. If no agreement is reached,
the usual ninety-day letter is sent to the tax
payer, giving him an opportunity to petition
the Tax Court for a hearing and trial. If in
such a petition the only matter protested is
the fraud penalty, then the tax deficiency
claimed by the government may be imme
diately assessed.
After the filing of the petition with the Tax
Court, a pretrial conference with govern
ment counsel and an Appellate Division rep
resentative is afforded the taxpayer for possible
settlement of all matters at issue. If no
settlement is reached, a trial is had before
the Tax Court on the tax and fraud issues.
With respect to the fraud issue, the burden
of proof on that matter, and that matter alone,
shifts to the government.
If the taxpayer wishes he may let the entire
matter go to assessment without trial before
the Tax Court, and then file an offer in com
promise offering a partial settlement based
on financial inability to pay, or a settlement
in full payable over a designated period of
time. It is important to bear in mind that
although the tax deficiency alone bears in
terest up to this time, after the fraud penalty
is finally assessed it, too, bears interest until
final payment.
The fraud penalty survives the death of
the taxpayer, the Supreme Court having ruled
it remedial in nature and reimbursement to

Books and Records in Fraud Cases
The question of how far a taxpayer should
go in cooperating or not cooperating with the
Treasury Department in the course of an
examination which may result in a charge of
fraud is not within the scope of this dis
cussion. It is a matter which has to be deter
mined in the light of the facts in each case
and after considerable thought and discussion
between the taxpayer, his attorney, and his
accountant. However, some matters in con
nection with the rights and duties of the
taxpayer with respect to his books and records
may require comment.
The fourth Amendment to the Constitu
tion guarantees the right of the people to be
secure in their persons, houses, papers and
effects, against unreasonable searches and
seizures. The Fifth Amendment to the Consti
tution guarantees that no person shall be
compelled, in any criminal case, to be a witness
against himself.
It has been therefore generally believed that
this constitutional privilege against unlawful
search and seizure and against self-incrimina
tion will permit a taxpayer to refuse to turn
over any documents or records in his posses
sion, which documents or records may tend
to supply information or evidence which will
tend to incriminate him in a tax matter in
which he is or may be involved. Under such
privilege against self-incrimination it is also
believed that the taxpayer may refuse to
discuss any matter in connection with his
tax liability with the investigating agents, re
fuse to sign any statements, affidavits, or net
worth statements and refuse to answer ques
tions either informally or at a formal hearing
in the special agent’s office. Such a privilege,
however, is not available to a corporate tax
payer, and its books and records must be
turned over for examination when subpoenaed,
even though it may be that information con
tained in such records might incriminate one
or more of the corporation’s officers or stock
holders.
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Records of third parties are not immune from
subpoena and are generally requested from
the third parties under authority granted by
the Internal Revenue Code. However, such
requests made to third parties should be
definite in their scope and not in the nature
of a fishing expedition.
The privilege against self-incrimination of
an individual has been successfully attacked
by the government in the Shapiro case, deal
ing with a fruit and produce dealer charged
with violation of the regulations under the
Emergency Price Control Act of World War
II. The majority of the court, in a 5 to 4
division, held that records validly required by
law to be kept (in this case by the Emergency
Price Control Act to regulate prices) are
public records and therefore nonprivileged.
While it is generally believed that this
particular decision may apply to such public
records as those of public agencies and bodies
and those required to be kept under special
war-time acts, such as the O.P.A., it is not
known at this time whether the government
intends to carry this doctrine further and
contend that income tax records are required
public records and as such are not privileged.
No attempt has as yet been made by the
government, as far as is known, to stretch the
doctrine of the Shapiro case to income tax
records, but the possibility definitely exists
and the probability of its use might presumably
become stronger in times of national and
international stress.

so that in January of 1952, the Treasury
Department officially announced that it was
abandoning the voluntary disclosure policy
because of its “abuse by taxpayers.”
Many people feel that such withdrawal of
the voluntary disclosure policy was a mistake
on the part of the Treasury Department. The
Treasury Department itself stated at one time
that in a period of eighteen months more
than $500,000,000 was paid into the Treasury
by voluntary disclosures. The government
cannot afford to lose so large an amount of
revenue.
If the Treasury Department were to rec
ommend that this voluntary disclosure be
incorporated in the Internal Revenue Code,
or were to reinstate it as a policy and buttress
it with regulations defining it clearly, it is
thought that the Treasury Department would
receive many millions of dollars which it
ordinarily would not get. It is suggested, there
fore, that the voluntary disclosure policy be
reinstated and that the following regulations
be issued in connection therewith:
In order to pin down the date when an
examination of the taxpayer has begun, and
after which a voluntary disclosure would not
be timely, it is suggested that the Internal
Revenue Service send a notice of examination
or commencement of an investigation by a
revenue agent of a particular taxpayer, indi
cating the year or years under review. Such
notice should not be required where a matter
is under investigation by the Intelligence
Unit.
Where a taxpayer has filed no return and
no active investigation has been commenced
by the Intelligence Unit, or notice of examina
tion by a revenue agent has been sent, a
disclosure should be accepted as voluntary.
Where a taxpayer has filed a return and
no active investigation for that year has
commenced, a disclosure should be accepted
as voluntary. However, if notice of examination
has been received by the taxpayer he should,
nevertheless, be permitted to make a voluntary
disclosure as to years prior or subsequent to
the years in the notice.
Where a return has been audited by the
Service, and after notice of the conclusion
of the examination has been sent to the tax
payer, a disclosure as to any transactions or
matters not discovered by the Service during
the examination should be accepted as volun
tary.
Where the Intelligence Unit has commenced
an active investigation of a taxpayer no dis
closure should be considered voluntary with
respect to any year.
Where a taxpayer has been interviewed by

Voluntary Disclosures
Under a policy enunciated by government
officials many times since 1934, there existed
a practice whereby the Commissioner of In
ternal Revenue did not recommend criminal
prosecution in the case of any taxpayer who
made a voluntary disclosure of omission or
other misstatement in his tax return, or of
failure to make a tax return. A voluntary
disclosure was defined as being one which
occurred when a taxpayer, of his own free
will and accord, and before any investigation
was initiated, disclosed fraud upon the govern
ment.
Many problems arose in connection with
the administrative determination of when a
disclosure could be considered to be volun
tary. The policy, having no basis in the Code
or in the Regulations, was one where the
Treasury Department was the sole arbiter in
determining whether a disclosure was timely
and whether prosecution should be rec
ommended. Because of this vaguely defined
policy considerable confusion and misinterpre
tation resulted, on the part of taxpayers and
Revenue Service representatives alike, so much

(Continued on page 14)
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( Continued from page 6)
5 per centum or more in value of the out
a Service representative on a matter relating standing stock of such concern.
to some other taxpayer, he should still be
By Treasury Decision 6449 on January 27,
permitted to make a voluntary disclosure as 1960, the Regulations of the Internal Revenue
to any matter not related to the transaction Service were amended by incorporating there
which is subject of such collateral investiga in Subsection (d) of Section 533-1 which pro
tion.
vided that although a small business invest
The acceptance of a voluntary disclosure ment company under the Small Business In
should grant immunity from prosecution to vestment Act of 1958 would be considered a
the taxpayer and any persons who assisted “mere holding or investment company” within
him in the attempted evasion for the years the meaning of Section 533 (b), the presump
involved.
tion of the existence for the purpose of avoid
The Tax Section of the American Bar Asso ing income tax with respect to shareholders
ciation has recently urged the Commissioner and the resultant penalty for unreasonable
of Internal Revenue to reinstate the voluntary accumulation of surplus, which results from
disclosure policy. The Commissioner has the fact that such a company is a “mere hold
agreed to study the proposal for possible ing or investment company” will be considered
action by him or by a higher official of the overcome so long as such company:
Treasury Department.
(1) Complies with all the provisions of the
Small Business Investment Act of 1958 and
Privileged Communications
the regulations thereunder; and
(2) Actively engages in the business of
Communications between a taxpayer and
providing
funds to small business concerns.
his attorney are privileged, and the attorney
The
stockholders
of small business invest
may refuse to disclose any information so
ment
companies
are
allowed an ordinary de
communicated to him unless the taxpayer (his
client) waives the privilege. Such a refusal duction for loss on sale, exchange, or worth
under the privilege status may extend to an lessness of small business investment company
swering questions by agents, to interrogation stock. Such losses qualify as trade or busi
before a grand jury, or during the course of ness losses for net operating loss deduction
purposes.
his examination as a witness at a court pro
As stated in the beginning, as of August 31,
ceeding. This privilege is broad enough to
cover any books and records of the taxpayer 1961, 354 small business investment com
which are in the attorney’s possession, pro panies had been licensed by the Small Busi
vided the taxpayer himself could assert such ness Administration.
As of that same date public and private
privilege.
The status of privileged communications capital of SBICs, available for or already in
does not exist as between the taxpayer and vested in small business enterprises totals $280
his accountant. Because of this, the accountant million, of which only $42 million in Federal
may be called upon to supply any information funds have been committed in exchange for
he may possess with respect to the taxpayer. subordinated debentures of licensees to help
While not all tax cases where fraud is them meet maximum capital requirements of
suspected result in the bringing of fraud $300,000. This represents a ratio of nearly
charges against the taxpayer, it is advisable that $6 in public funds for every $1 in Federal
the accountant recommend to his client, in mat money.
As of August 31 of this year SBICs have
ters where prosecution for tax fraud may be in
dicated, that he consult an attorney, who may completed public sales of their stock amount
advise him of his constitutional rights and ing to $215 million, and eight others have sales
privileges against self-incrimination, the priv of securities in progress for another $71
ileged status of communications made to such million. Ten other SBICs have filed registra
attorney, and any other matters requiring tion with the Securities and Exchange Com
mission for the sale of securities involving
legal guidance.
The author, a partner of M. L. Rachlin and another $60 million. In addition, 165 compa
Co., New York City, presented this paper at nies have received a notice to proceed from
the AWSCPA-AWSA joint annual meeting in SBA, and nearly 100 other proposals to form
SBICs are undergoing review in Washington.
Milwaukee, October 1961.

The author, Mrs. N. Gorman Hopper, an
individual practitioner in New Orleans, La.
presented this paper at the joint annual meet
ing of AWSCPA-ASWA, Milwaukee, Wiscon
sin, October 1961.
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in a small business concern to which funds
are provided by the investment company or
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